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ENRON CORPORATION’S COLLAPSE

TUESDAY, JANUARY 29, 2002

U.S. SENATE,
COMMITTEE ON ENERGY AND NATURAL RESOURCES,
Washington, DC.

The committee met, pursuant to notice, at 9:30 a.m. in room SH-
216, Hart Senate Office Building, Hon. Jeff Bingaman, chairman,
presiding.

OPENING STATEMENT OF HON. JEFF BINGAMAN,
U.S. SENATOR FROM NEW MEXICO

The CHAIRMAN. The hearing will come to order. The purpose of
this hearing is to receive testimony on the impact of the Enron
bankruptcy on energy markets and the interaction of Enron’s ac-
tivities with energy markets over a period of time. The problems
of accounting misrepresentations, lost pension funds, potential tax
abuses, those, of course, are the subject of other hearings which
various other committees are participating in.

Irrespective of the various financial issues regarding Enron’s cor-
porate structure, the company played a significant part in the Na-
tion’s infrastructure and markets. In addition to its energy trading
operations, Enron owned and operated several major interstate
pipelines, including one that traversed my home State of New Mex-
ico, and they also own the largest electric utility in the State of Or-
egon. The trading operations have been suspended, but the pipe-
lines and the utility continue to operate and to provide reliable
service.

Before its failure, Enron Online was the largest fiscal market-
place for energy products in the United States. I also understand
Enron traded unregulated financial instruments called SWAP’s,
and over-the-counter instruments. The role of Enron and other en-
ergy traders in the highly volatile gas and electricity markets in
California had come under increasing public and congressional
scrutiny.

In 2001, the committee held four investigative hearings to evalu-
ate the natural gas and electricity markets in California and the
implications for other States in the West. In the first hearing,
which we had January 31, 2001, the need for transparent mar-
kets—both with respect to pricing and capacity—was identified as
one of the most pressing requirements for well-functioning elec-
tricity markets.

Enron’s trading activities were different from those of a regu-
lated exchange. Enron Online did not match buyers with sellers. It
contracted with each separately, so that Enron was on the other
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side of every deal. Enron provided little or no market transparency.
That is, parties were not given information as to the price and vol-
umes that were offered to others.

Market transparency is essential to efficient and competitive en-
ergy markets, both in the short term and over the long term. Over
the long term, the market must signal the need for additional ca-
pacity and new fuel supplies to ensure reliable and affordable en-
ergy services. Whether adequate capacity was available or not in
the West last year should have been apparent in the market before
the crisis appeared. As we understand the actual events of this
past fall, when Enron’s financial situation became known, many
parties who had been trading with Enron shifted to other fiscal
markets. NYMEX, the New York Mercantile Exchange, also served
as a major source of stability. In the end, it is my impression
Enron’s demise did not have a major impact on short-term energy
markets.

The proposed energy legislation that we have introduced in the
Senate as S. 1766, Senator Daschle introduced and I cosponsored
the bill, tries to ensure transparency and real-time reporting of
trades. The FERC has increased its oversight of individual compa-
nies. It has created a new market-monitoring function which we
hope to hear about today. The States also have a critical role in en-
suring adequate supply, planning, and procurements.

We look forward to hearing the testimony of the witnesses, and
engaging in a thorough discussion on these issues. Senator Mur-
kowski, why don’t you go ahead with your statement.

. [The prepared statements of Senators Johnson and Shelby fol-
ow:]

PREPARED STATEMENT OF HON. TiM JOHNSON, U.S. SENATOR FROM SOUTH DAKOTA

Mr. Chairman, this is an important hearing we are holding today. The demise of
Enron has been well-documented and its impact is being considered in many
venues, including other committees in the Senate. The scrutiny of the company is
proper: Enron is a major entity of the nation’s energy system and was one of the
most profitable companies in the nation. The effect of Enron’s fall on both its inter-
nal operations, its employees and its effect on markets needs to be examined thor-
oughly to determine the root of the problems and so that we can learn lessons for
the future.

The Energy Committee is properly looking into the effects of this situation on the
nation’s energy markets. Over the last couple of years, we have seen many ups and
downs in energy prices and in the wholesale energy markets, where Enron made
the bulk of their profits. It seems, for the most part, that the market has responded
well to the Enron’s demise and picked up the slack. Fortunately, there have been
no disruptions in service. But had this occurred last year when there were rolling
blackouts in California and when there was poor weather, the effect could have been
catastrophic.

The market also responded partially because many of Enron’s contracts were
above current market prices, which its competitors were rightly eager to pick up.
Had the contracts been below market prices, there could have been greater disrup-
tion in the system. In addition, many other generators and trading entities, while
still profitable, have seen their stock prices drop since the Enron demise. This may
make it more difficult for the market to adjust to changes in the future.

I do not believe that Enron should be blamed for every issue that arises or is now
present in the energy field and many of the problems with Enron are largely be-
cause of its improper accounting and financing practices rather than its trading op-
erations. But because Enron was the largest operator in a somewhat volatile area,
we need to examine closely the role of the energy trading markets and how they
effect energy service. Having a robust market is good for the nation. But it is largely
unregulated, at least when compared to other trading markets. I am not prepared
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to say at this juncture that any changes are needed to the system but it is clear
that we must take a closer look.

Moreover, it is also clear that Enron’s role in the energy legislation needs to be
examined. In particular, it is my hope that the Vice President and his task force
will be more amenable to turning over information about the meetings that occurred
and the process that led up the issuing of its report. Reforming our energy system
is an important matter and we must do so in an open manner as this committee
has done in holding dozens of hearings on energy legislation. Every citizen of the
nation is affected by energy services and it is important for the Administration to
be as open as possible in addressing these concerns.

Thank you, Mr. Chairman, and I look forward to the testimony of the witnesses.

PREPARED STATEMENT OF HON. RICHARD SHELBY, U.S. SENATOR FROM ALABAMA

Thank you Mr. Chairman for calling this hearing today and I wanted to thank
our witnesses for being here to offer their perspective into the collapse of Enron.

Mr. Chairman, the collapse of Enron offers a very interesting story for all of those
willing to invest the time and energy to investigate. I believe that the story is just
beginning to unfold and in the weeks to come we will learn even more about the
rise and fall of this energy giant. It is certainly unnerving to hear of the significant
losses that were encountered by hundreds of Enron’s stockholders and company em-
ployees. But the bright spot in all of this, as I believe we will hear today, is that
our energy markets and energy consumers came out of this relatively unscathed.

Experience has taught us that we should not judge before all of the facts are be-
fore us. It is my hope that we do not pre-judge this event and rush to take legisla-
tive action before we know all of the facts. Enron received a number of exemptions
to certain important laws. It is also becoming very apparent that Enron’s business
and accounting practices were not above board—they were not honest, they were not
forthright, and most importantly they were not transparent. I believe that we must
wait for all of the facts to come to light and the investigations to be completed be-
fore we begin to make legislative recommendations, if any, about the appropriate
course of action to prevent another “Enron debacle”.

Today’s hearing is intended to focus on the impact of Enron’s collapse on energy
markets, but the witnesses were also asked to consider existing statutory authori-
ties and changes proposed by S. 1766, including the repeal of the Public Utilities
Holding Company Act (PUHCA). After reviewing the testimony of our witnesses, it
appears that many of you have some interesting thoughts on repeal and/or reform
of PUHCA and I am anxious to discuss that in more detail with each of you.

Mr. Chairman, it is no secret that I am a strong advocate of reforming the Public
Utilities Holding Company Act. In my opinion, the law is antiquated, duplicative,
and has outlived its usefulness. I believe, and the Securities and Exchange Commis-
sion (SEC) has suggested, that since PUHCA’s inception, a comprehensive system
of investor protections has been developed that obviates the need for many of the
specialized provisions included in PUHCA.

Over the years, as the restructuring debate has evolved, utilities and the SEC
have called for reform or repeal of PUHCA, asserting that PUHCA has achieved
what it was designed to do and that in the current evolving energy marketplace,
PUHCA discourages competition. In 1982 the SEC recommended to Congress that
PUHCA be repealed. In a 1995 study of the regulation of public utility holding com-
panies, the SEC called for a conditional repeal of PUHCA. And in recent testimony
before the House Committee on Financial Services, Isaac C. Hunt, Jr., Commis-
sioner of the U.S. Securities & Exchange Commission stated, “. . . because much
of the regulation required by PUHCA is either duplicative of that done by other reg-
ulators or unnecessary in the current environment, the SEC continues to support
repeal of PUHCA. As the SEC has testified in the past, however, we continue to
believe that repeal should be accomplished in a manner that eliminates duplicative
regulation while also preserving important protections for consumers of utility com-
panies in multistate holding company systems.”

Mr. Chairman, as I mentioned at the beginning of my statement, I think that it
would be misguided for us to walk away from today’s hearing believing that we have
all of the answers. As the investigation into Enron’s activities progresses and as
more and more government regulators are called upon to testify in various commit-
tees of jurisdiction, I believe that a complete picture will emerge. The Securities and
Exchange Commission and the Department of Justice are currently investigating
Enron’s collapse to determine if there were violations of existing laws. I think we
should begin to make recommendations and changes to guarantee the stability and
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transparency of our energy marketplace after the investigations give us a clear pic-
ture of what happened.

STATEMENT OF HON. FRANK H. MURKOWSKI, U.S. SENATOR
FROM ALASKA

Senator MURKOWSKI. Thank you very much. Good morning, and
let me wish all the members a belated Happy New Year.

I think it is fair to say that Enron’s collapse appears to be a story
of lies, deceit, shoddy accounting, corporate misconduct, cover-up,
etc.

Unfortunately, Enron’s employees and stockholders have been
devastated by this action. We have seen a thousand people unem-
ployed, billions lost, retirement funds wiped out. Therefore, we can-
not forget that this is a business failure, not an energy market fail-
ure. I think it is important to reflect on that, because I think it is
accurate. Today’s hearing can be useful if we explore the impact of
Enron’s collapse on energy markets, on price and supply, as the
title suggests. However, if the hearing is used to set the stage to
speak about the need for additional Government regulations of the
energy market, then we will not have a very productive hearing.

A number of committees are holding hearings on accounting. You
have heard from the chairman indicating that a number of other
committees are meeting as well. Commodity regulations, these are
not matters of our jurisdiction or expertise.

I will focus on the subject of this hearing, the impact of Enron’s
collapse, and its collapse on energy markets. It is clear that energy
markets are working well, despite Enron’s failure. Enron was re-
sponsible for about one-quarter of the wholesale electric and natu-
ral gas markets in this country, but notwithstanding Enron’s domi-
nant position in the market. Its bankruptcy had little impact on en-
ergy markets or on price and supply. We saw that the lights stayed
on and retail electric prices did not spike. Gas furnaces did not go
out. Why? I think the answer is simple. Deregulated markets work.
When market forces are allowed to work, when government does
not rélicromanage the marketplace, markets match supply and de-
mand.

Take a look at this chart. When Enron failed competing compa-
nies swooped in and immediately filled the Enron void. Con-
sequently, no shortage or price spikes were seen, which this chart
points out. You can see that the big price spike was associated with
California activity, but there were no significant trends, as evident
in the chart. Enron’s collapse did not have any significant impact
on natural gas either.

There was an effect on the stock prices of other energy compa-
nies, and certainly a chill on generation. This investment was pri-
marily the result of concerns about credit quality and exposure to
deals with Enron.

Now, compare Enron’s collapse with what happened in California
last summer. California is a poster child, an example of how gov-
ernment command and control prevents markets from working.
Thus, creating shortages and price spikes. California tried to micro-
manage the marketplace, capped retail prices, forced divestiture of
generation, required all power purchase from the stock market,
prohibited utilities using long-term contracts, and made new con-
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struction virtually impossible. They spent billions of taxpayer’s
money to pick up the pieces after they broke the market.

The results we now know. Last year, the slightest twitch in the
California power market, such as; hot weather, and powerplants
needing maintenance, created black-outs or price spikes. My point
is, government micromanagement of the California market hurt the
consumers it was trying to protect. So the story we ought to be
hearing today is, deregulation benefits consumers while govern-
ment market manipulation hurts consumers. I fear the story we
might hear instead is that we need more Federal interference in
the market, that FERC needs more authority to tinker with the
market, that we cannot repeal PUHCA and instead we need super-
PUHCA, that we cannot trust the free market but we can trust
regulators.

I pose a question. If Enron’s competitors had to go to FERC or
the SEC for prior approval, how quickly could they have stepped
in to replace Enron? How long would the lights have been out?
Well, we do not know the answer to those questions. We can only
speculate.

I look forward to hearing from today’s witnesses about these
issues, about the merits of Federal interference in the day-to-day
operation of the market. I also look forward to the Senate creating
a national energy policy that enhances domestic energy supply,
makes that supply more reliable and affordable, and reduces our
dependence on foreign oil. We need to foster our regulatory and in-
vestment climate, encourage new energy sources of all types. This
includes: oil, natural gas, nuclear, coal, electricity and renewables,
encourage construction of energy infrastructure, including trans-
mission lines.

I think this is what the administration stands for. It is what I
believe, and I know that it is what the American people expect
Congress to do. We may need to deal with how corporations keep
the books and how employee pension programs are operated. But
let us keep corporate mismanagement in context with the operation
of energy markets. I know in my banking career, the Comptroller
of Currency would not allow directors to purchase stock and put it
in the their own retirement business portfolios. That was a matter
of simple regulation.

Let me conclude by turning to some of the politics of Enron. It
appears that politics in both Houses are trying to create a political
issue out of Enron’s failure. Some are not particularly interested in
the hard-core facts. They are not particularly interested in protect-
ing consumers or stockholders. Just look at some of the wild claims
we have seen. At one point the administration has been castigated
for not helping Enron, castigated for proposing an energy policy
that helps Enron. How can you have it both ways?

It is true that many elements of the administration’s policy are
consistent with the views of Enron. It is also true that far more ele-
ments of the Clinton administration’s energy policy were consistent
with the view of Enron.

Let me refer to my own experience in this area. In my time as
chairman of this committee, I met with Mr. Ken Lay just once. My
contact with their Washington Office was very limited. They simply
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did not call, and I can see why when I read the Washington Post
on January 13, 2002, and I quote.

At Lay’s meeting with Pena on February 20, 1998, he spoke of
restructuring the U.S. electric market in ways that would benefit
Enron. Lay pressed the administration to propose legislation that
would assert Federal authority over the national electric markets.
Now, what does that mean? That means they were asking for a
date certain for retail competition, and wanted FERC to preempt
the States to make it happen. In other words, one size fits all.

I quote again, according to a company’s version of the meeting,
Lay and Pefia agreed that a go-slow approach to the deregulation
advocated by Senate Energy Committee Frank Murkowski was un-
acceptable. Pena asked Enron officials to keep the Energy Depart-
ment staffers posted on developments in Congress, and solicited
comments on the administration’s draft of its comprehensive na-
tional energy strategy. An Enron document said Lay felt that the
draft was headed in the right direction except for a few points, the
document said, end of quote.

I guess we didn’t see eye to eye about how best to ensure Amer-
ica has an affordable and reliable energy supply.

In conclusion, I think it is also true that many elements of the
current Senate Leader’s energy policy are straight out of the Enron
playbook. It is put together without any public input, through
members of the Energy Committee, which was a tragic mistake on
behalf of Senator Daschle, and I think he is aware of that.

It should be pointed out that Enron has never wanted to deregu-
late electricity. It said it wanted to federalize electricity. Enron
wanted different regulation, not deregulation. I indicated from a
certain date under deregulation for everybody to come in at once
for retail competition. They wanted FERC to preempt the States to
make it happen, create a one-size-fits-all system that benefits na-
tional markets here such as Enron. The system would ignore local
concerns and interests, and Enron wanted special provisions of par-
ticular benefit to Enron.

Unfortunately, this is reflected in the Daschle bill. Just a few ex-
amples: One, FERC authority to restructure electric power indus-
try. Two, FERC open access on all transmission lines, including
Federal. Three, uniform liability standards under FERC control;
and four, transmission information disclosure that would have ben-
efitted Enron’s trading activities, special transmission access and
benefits for wind generation—Enron owns a wind generator com-
pany—a renewal portfolio standard that benefits wind generation,
Federal preemption of States and consumer protections. FERC is
given exclusive authority over electric reliability, and Nation-wide
uniform interconnection standards.

So in my opinion, as they say, those that live in glass houses
should not throw stones, or those that live in glass houses perhaps
should not take baths.

In any event, I look forward to hearing from today’s witnesses.
Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Before we start, we have six wit-
nesses here today, and before we start with their testimony I have
asked Mark Seetin, who is the vice president of the New York Mer-
cantile Exchange, to give us about a 4-minute summary of some of
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the definitions that we are going to be talking about today, just as
a refresher course, and then we will start with testimony.

My intent would be to have each of the witnesses testify for
about 8 minutes, and then have panel members here asking ques-
tions, give each one 7 minutes to make any statements they wish,
and ask whatever questions, and then we will have additional
rounds as appropriate.

Mr. Seetin, why don’t you go right ahead.

STATEMENT OF MARK SEETIN, VICE PRESIDENT, NEW YORK
MERCANTILE EXCHANGE

Mr. SEETIN. Thank you, Mr. Chairman. I will indeed try to be
brief, but as you rightly stated, the terms of art sometimes get lost
in the discussions.

First of all, the risk management marketplace, particularly with
energy and metals, has an regulated and unregulated side. On the
regulated, are overseers, the CFTC, as Chairman Newsome rep-
resents here today, that the instruments offered are futures con-
tracts, and options on futures contracts. On the unregulated side,
in which instruments that really have much the same function as
the futures side but yet are under no regulatory purview, forward
contracts, over-the-counter or SWAP instruments, and over-the-
counter or OTC options.

A futures contract is a binding obligation to make or take deliv-
ery of a specified quantity and quality of a commodity at a specified
location and time. The key is uniformity. Every NYMEX oil con-
tract is for 1,000 barrels with American Petroleum Institute stand-
ards, so every time you trade a NYMEX contract you know exactly
what you have in that regard.

An option is a second step back from the futures contract in that
it is a contract between a buyer and a seller where the buyer has
the right but not the obligation that they have in the futures con-
tract to buy or sell the underlying commodity at a fixed price over
a specified period of time in exchange for a one-time premium pay-
ment. It is a little bit like a deductible insurance premium pay-
ment. If you buy insurance on your car, you take a $500 deductible.
That is quite similar to the way options operate, and you have reg-
ulated options, those that are listed on exchanges like the New
York Mercantile, and options that are offered over-the-counter in
the unregulated marketplace.

What 1s a forward contract? A forward contract is a contract in
which a seller agrees to deliver a specified cash commodity to a
buyer sometime in the future. In contrast to futures contracts, the
terms of forward contracts are not standardized. Forward contracts
are not traded on Federal exchanges.

When I was farming, I would go to the elevator and get a for-
ward contract for 10,000 bushels of corn to be delivered in Decem-
ber. That was a contract between myself and the green elevator to
be delivered at a forward time, not regulated.

What is an OTC or a slot contract? This is an agreement where-
by a floating price is exchanged for a fixed price over a specified
period. It is an unregulated financial arrangement which involves
no transfer of physical energy. Both parties settle their contractual
obligations by means of a transfer of cash. The agreement defines
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volume duration and a fixed reference price. Differences are settled
in cash over specific periods, maybe monthly, maybe quarterly,
maybe over a 6-month period.

So it is an arrangement between the hedger and the provider of
that OTC slot, and they say, we will use NYMEX, for example, as
the base price. Every month, if your price is above, I will pay you.
If the price is below the NYMEX price, you pay me. That does the
same thing, in essence, as a futures contract. It allows one party
to lock in the price.

What is a derivative? A financial instrument traded on and off
exchange, the price of which is directly dependent on the value of
one or more of the underlying securities, commodities, or other de-
rivative instruments, or any agreed-upon pricing index, and the
reason I put this last is because all of the previous instruments
that we talked about are considered derivatives. Derivatives is a
very encompassing term.

And with that, Mr. Chairman, I have completed, and look for-
ward to the testimony today.

The CHAIRMAN. I think that is useful background, and a re-
fresher for many of us. I appreciate it very much.

Let me start with Pat Wood, who is the Chairman of the Federal
Energy Regulatory Commission, and who has substantial respon-
sibility on a lot of the issues we are trying to understand here. Why
don’t you give us your testimony, and indicate the most important
thiné;s you think we ought to be aware of as we try to move for-
ward.

STATEMENT OF PATRICK WOOD, III, CHAIRMAN,
FEDERAL ENERGY REGULATORY COMMISSION

Mr. Woob. Thank you, Mr. Chairman. I will break my introduc-
tory remarks into two parts, what we perceive happened from the
FERC, and what we have done in the general arena to, I guess, the
issues that are raised by market monitoring.

Enron’s collapse, just to cut to the chase, certainly as one who
comes from that State, and a lot of friends of mine worked with the
company and are invested in it, or were retired from it, it is a
human tragedy. But I think from our perspective in this hearing
today is to look at more soberly the impact on the market, that I
think Senator Murkowski correctly praised as being vibrant and
supportive of a lot of healthy interaction among market partici-
pants, but the collapse itself has had little perceptible impact on
the commodity at wholesale of electric and gas markets in the
country, which are the primary responsibility of the FERC. These
energy markets adjusted quite quickly to Enron’s collapse, particu-
larly when you consider that Enron accounted for 15 to 20 percent
of the trades in these aggregated markets.

Our monitoring of energy markets to date has indicated there
has been no immediate damage to the energy trading in both gas
or electric, or certainly in the underlying physical energy supplies.
As can be expected, there has been some volatility in these mar-
kets, with the swift exit from them of trading that has impacted
liquidity in the markets, and so the ranges have traded—and our
staff is actually investigating that, and I will be glad to share with
the committee as we get to some conclusions on that, but with few
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exceptions in the physical market, very few exceptions. In fact, I
just got a letter on the first one, a small company in Missouri, but
people have been able to rearrange their physical deals without
any impact, or perceptible impact with the underlying deals that
they had executed with Enron.

On the day that it was announced that there was a formal inves-
tigation by the SEC into Enron, the commission staff began to im-
mediately monitor the spot markets and contact market partici-
pants to evaluate what impact this significant announcement could
have on the trading in the Nation’s energy markets. Again, as I
mentioned, the volatility increased, but as I think Senator Mur-
kowski’s aggregated chart shows, and the charts that are more
closed in on 2 months that are attached on the back of my testi-
mony, in both power and gas markets the general trends in prices
due to both the weakened economy and to oversupplies of both gas
in storage and of power and the rapid increase of new powerplants
across the country, generally were unaffected by that. That down-
ward trend that we saw going prior to Enron continued through
the Enron collapse and continued on into what has been a very
mild winter, so the weather is still primarily the key driver in
these commodity prices, much as I think Chairman Newsome will
mention they are for just about everything else, but that was no
exception here.

At the point we began to monitor Enron Online, the online trad-
ing faction much more closely—as I mentioned in my testimony in
some detail, it is a trading platform where Enron is a party and
many providers can come to it as buyers or sellers—we looked at
that particularly in comparison to other markets which have mul-
tiple buyers and sellers coming together to ascertain if the spreads
in Enron Online and the spreads in the other markets were com-
parable and, in fact, throughout the entire 60-day period they were,
so we are looking and continue to look at that as an issue.

To Commission staff in talking to market participants through-
out this period, it became very clear that these market participants
were readjusting their business deals with Enron. They were what
we called flattening the books, which is to kind of be neither long
nor short on the future deals that they had with each other, but
to kind of basically exit Enron from the transaction and stick the
market participants in a place that did not include Enron.

So the positioning that the parties did helped the calmness in the
market. Certainly there was not a frenzied reaction from I think
folks on our side of the fence or on your side of the fence, that time
gave people the opportunity to restructure their business deals, and
to basically reflect the fact that Enron may not be the party they
wanted to do business with any more.

Enron is more than just an energy trader. It owns a pipeline, a
set of pipelines which we regulate. Those have not filed for bank-
ruptcy. We continue to monitor those. We set the rates for those.
The safety issues for those are overseen by the Department of
Transportation. Of course, safety is much focused on in light of the
September 11 events, and from everything that we oversee and
that we do, the pipeline industry there looks fine.

PGE, which is a large electric utility in Oregon, is also an owned
subsidiary of Enron. It was announced prior to Enron’s collapse
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that that utility would be sold to Northwest Natural. That proceed-
ing is pending before the FERC and other regulatory authorities,
and I expect will move forward on its traditional track unaffected
by the filing for bankruptcy at Enron.

The commission has done a number of things in the interim,
mostly prior to the Enron events, to improve our ability to monitor
markets, to oversee markets, not to re-regulate markets, but to
oversee them to give buyers and sellers information that they need
to ascertain what the proper price that they ought to pay for deliv-
ery of gas or delivery of power ought to be.

We have set up, as you mentioned, Senator Bingaman, a new Of-
fice of Market and Oversight and Investigation, as I have testified
before the committee my intention to do so. We have, in fact, post-
ed for the director of that office, and met with our staff to discuss
how this office would work within the context of our statutory mis-
sion, and I look forward to actually some superior candidates from
across the country that are interested in making markets work
that want to see this continue and I have had some very, I think,
attractive candidates for not only the top job but for people that
want to participate in that, and I think that is a healthy transition
from the whole cost of service world that we were good at to a mar-
ket referee, market oversight world that I think we can be very
good at.

We have the assets and facilities to do that. I expect that as we
develop these things I will be visiting with the committee more if
there are any issues that we need with regard to reporting require-
ment authority. I mentioned some certainly in regard to Senator
Wyden’s transparency language that we are moving forward on
that effort, but I think certainly any time we ask for information
we are challenged. I expect as part of asking for new information
we will also quit asking for old information. I think that is what
agencies need to do.

The OMB is pretty good about reminding us that we need to
clear out the underbrush when the world changes, and we expect
to do that, but in the new world of markets the need for informa-
tion is very important. It is, to me, disclosure and not re-regulation.
I think it is important to kind of keep that in balance, but we have
looked at that. Staff has worked forward since September a very
strong proposal about what the data needs are going to be at the
commission. I look forward to moving forward on that.

We have also interestingly—and I see my time is out—have
asked for comments on a number of rulemakings at the commission
revising rules that have been on the books for a number of years
to reflect the new market. One of them in September we put out
actually asked if we should regulate or require affiliate standards
of conduct to be applied to activities such as Enron Online, much
as the SABRE data base was discussed during the American Air-
lines litigation with the Department of Justice. That is out there.

We have also asked if there should be additional accounting re-
quirements that we have historically exempted power marketers
from. If the SEC has a better solution there, and they may have
published one last week, as I reference in my testimony, we cer-
tainly would not see the need to do that.
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So we are moving forward on a number of fronts. I guess in clos-
ing my final, I guess, plea and concern is, this industry is one that
requires a tremendous amount of capital on a daily basis to build
powerplants, to build gas pipelines, to build power transmission
lines, to build the local distribution companies, to put meters on
pipelines and houses and businesses, and I think if I would just
ask anything on behalf of the need to continue that capital flow,
it is that we do keep these issues focused, as I think what I have
heard in your public statement so far, that we focus on what is
really the issue here, and the issue so far has not been that energy
markets had anything to do with it. In fact, I would say energy
markets are what saved the country from the collapse of this coun-
try being so dramatic. It is a large player. It is a big company. For
it to have been digested so efficiently through the market is quite
a testimony to the efficiency of the market that that company and
many, many others have advocated for the better part of the dec-
ade.

I look forward to answering your questions.

[The prepared statement of Mr. Wood follows:]

PREPARED STATEMENT OF PATRICK Wo0OD, III, CHAIRMAN, FEDERAL ENERGY
REGULATORY COMMISSION

I. INTRODUCTION AND SUMMARY

Mr. Chairman and Members of the Committee: Thank you for the opportunity to
testify on the implications of Enron’s collapse on energy markets.

The bankruptcy of one of the largest energy providers in the country has stunned
both the energy and investor communities, and many employees and retirees saw
their savings accounts all but vanish.

But the collapse of Enron has not caused damage to the nation’s energy trading
or energy supplies. In the aftermath of Enron’s collapse, prices in energy markets
remained stable, trading within expected trading ranges, and, importantly, neither
electric nor gas deliveries have been disrupted. The Federal Energy Regulatory
Commission (Commission) has monitored the effects of Enron’s collapse on energy
markets and has not found any substantial spillover effects. The nation’s electric
and natural gas markets’ resilience following the swift collapse of one of its major
participants indicates a high degree of robustness and efficiency.

I disagree with those who claim that the Enron collapse sounds the death knell
for competition in energy markets or justifies nationwide reimposition of traditional
cost-based regulation of electricity. The facts available to date indicate that Enron’s
failure had little or nothing to do with whether energy commodities and their deliv-
ery to customers are monopoly regulated or competitive. Rather, Enron appears to
have failed because of its questionable non-core business investments and the man-
ner in which it reported on its financial position to its owner-investors and to the
broader business community. Based on the facts as they appear now, Enron’s ac-
tions would have led to the same result whether its core business focused on energy,
grains, metals or books.

II. ENRON’S IMPACT ON GAS AND ELECTRIC MARKETS

Enron’s collapse had little perceptible impact on the nation’s commodity (whole-
sale) electric and gas markets, which are FERC’s primary regulatory responsibility.
Energy markets have adjusted quickly to Enron’s collapse. The Commission’s mon-
itoring of energy markets indicates that there has been no immediate damage to en-
ergy trading or energy supplies. Although Enron transactions comprised 15 to 20
percent of wholesale energy trades, its demise has had negligible effects on trading.
With a few exceptions, parties were generally able to rearrange the deals they had
executed with Enron.

Market Monitoring and Reactions

From late October 2001, when news of a likely formal investigation of Enron and
its auditors by the Securities and Exchange Commission (SEC) first became known,
to early December 2001, after Enron’s declaration of bankruptcy, spot market data
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indicates that there was no change in natural gas or electric wholesale prices that
could not be attributed to weather or other fundamentals. (See Figures 1 and 2 in
the Appendix for graphs of spot market prices).* As may be expected, Enron’s swift
exit from trading may have increased volatility somewhat. Our staff is currently in-
vestigating this concern more thoroughly.

Following the news of a formal SEC investigation of Enron in October 2001, Com-
mission staff contacted market participants to learn whether any supply obligations
might be in jeopardy. Staff began monitoring EnronOnline more closely, particularly
any changes in the margins between the bid-ask prices on EnronOnline, as a widen-
ing of these bid-ask spreads might signal less liquidity in the market; but there was
no significant change in the margin between the bid and ask prices on EnronOnline.

Commission staff also contacted counterparties and received assurances from
them that they were adjusting to Enron by “shortening” their positions and not en-
tering into longer-term arrangements with Enron. In mid-November, when it ap-
peared that the Dynegy merger with Enron might be jeopardized, staff observed no
significant change in the margin between the bid and ask prices on EnronOnline;
at the same time, there was a marked increase in the volume traded on other online
trading platforms, such as Dynegydirect and Intercontinental Exchange (ICE). Com-
mission staff again contacted energy traders to determine whether major supply dis-
ruptions in wholesale markets were occurring, and was informed that Enron had
“flattened its books,” i.e., made its portfolio of trades neither long nor short so that
it could more easily “step out” of transactions and not cause disruption. As events
unfolded in late November and early December, other market participants stepped
into these deals. With the exception of certain lightly-traded points, it appears that
Enron’s competitors have filled the void left behind by Enron.

The reason for this overall calmness in commodity prices is basic. Although Enron
was a significant player in electric and gas markets—as a pipeline, as a commodity
trader, as a futures contract trader, and as a market maker—there were many other
players in these large, established commodity markets, and a great deal of market
diversity. Once it became apparent that Enron might not be a stable counterparty,
its trading partners began to systematically adjust their positions and practices in
the marketplace, moving to other trading platforms and partners. A similar process
occurred among the counterparties to Enron’s longer-term, untraded gas and electric
contracts. Thus, over only a few weeks time, the gas and electric markets systemati-
cally minimized Enron’s role in the marketplace and the likelihood that a company-
specific failure could significantly affect the underlying commodities. I believe the
calm but vigilant reaction of the Commodities Futures Trading Commission, among
others, during this period allowed time for this unwinding to take place.

The flexibility of today’s energy markets allows a buyer losing its supply to re-
place the energy in real-time (at least briefly) through imbalance services offered by
transportation providers. With more time, such as an hour or more before a supply
will be lost, a buyer generally can arrange alternative supplies from a wide range
of sources. Thus, the risk of a buyer having insufficient energy because of a seller’s
%efault appears to be manageable, as evidenced by the recent experience with

nron.

The more substantial risk in these circumstances is the loss of an advantageous
contractual price for energy. Even this risk, however, depends on market conditions.
When a seller defaults, market conditions for buying energy may be better or worse
than when a buyer entered into its contract with the seller. If better, the buyer ac-
tually may benefit from not having to buy under the existing contract and instead
being able to buy at lower prices elsewhere.

Enron’s Market Role

Enron’s role in the gas and electric markets was primarily in the trading of finan-
cial assets (commodity and futures contracts) rather than physical assets (with the
exception of its natural gas pipelines, which continued operation relatively un-
touched by the events affecting the parent and affiliated companies). Less than 10
percent of the contracts traded in these markets involve the initial producer or final
wholesale customer for the product—well over 90 percent of commodity contracts
and futures are between intermediate holders who are managing risk and facilitat-
ing connections between initial producers and ultimate customers. Adjustments in
the financial asset marketplace—as to the length of a contract or the identities of
the counterparties—rarely affect the flow of the physical gas and electricity underly-
ing those contracts. Thus, while the commodity markets were shortening the length
of contracts and moving more trade to non-Enron partners, gas and electric deliv-
eries continued unaffected.

*The appendix has been retained in committee files.
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Enron does control a number of natural gas pipelines, but its financial failure has
had little apparent impact on their operations. But even if it had, it is worth noting
that the gas and electric markets have demonstrated their ability to react to and
manage around problems that could affect their ability to deliver electricity and gas.
When a pipeline breaks, a compressor station fails, a transmission line collapses,
or a large power plant goes off-line, the parties in the market adjust immediately
to acquire other supplies and delivery routes. Having a sufficiently robust energy
infrastructure makes this so. In these instances, prices may well rise and, occasion-
ally, deliveries to retail customers may be slowed but the wholesale market reacts
swiftly and minimizes the impact to wholesale and retail customers alike.

In response to the Enron crisis, Moody’s has raised the credit standards for gen-
erators and traders. This has forced energy concerns to rebalance their debt-to-asset
ratios, forcing many to reduce debt and cut back investments in new gas processing,
pipelines and power plants. During December 2001, stock prices of several energy
companies hit yearly lows. Enron’s problems, in combination with the recession and
reports of potential overbuilding, appear to have eroded confidence, making inves-
tors more cautious about putting money into the energy industry. This slowdown
in infrastructure investment could be problematic in some regions as the economy
recovers and demand for energy grows. For that reason, the Commission has accel-
erated its efforts to complete the transition to a more competitive wholesale power
market in order to provide investment certainty.

Enron and Competition

The markets’ reaction to Enron’s collapse demonstrates what good, working com-
petitive markets do best—a diverse group of market participants with adequate
market information about the players and commodities act individually to produce
a result that works for all. The nation’s wholesale electric and gas markets showed
great resilience and swift reaction time, and demonstrated that they are much
stronger than any individual player in the marketplace.

Some claim that Enron’s demise is due to the failure of deregulation and competi-
tion in the electric industry, of which it was one of many supporters. I strongly dis-
agree. Wholesale competition in the gas industry has spurred gas production, en-
couraged pipeline construction, driven down commodity prices for the past decade
and lowered retail prices accordingly. In the electric sector, wholesale competition,
although it is in its infancy, has enabled the construction of thousands of megawatts
of new power plant capacity across the country, resulting in lower commodity and
retail electric prices in most regions, and in a cleaner generation fleet.

III. THE COMMISSION’S REGULATION OF ENRON SUBSIDIARIES

The Commission does not regulate the parent corporation, Enron Corporation, as
it does not engage in activities which are under FERC jurisdiction. FERC does regu-
late eleven of Enron’s approximately 100 subsidiaries. Our authority, and the spe-
cific names of the Enron subsidiaries subject to our jurisdiction, are described below.

The Commission has jurisdiction over sales for resale of electric energy and trans-
mission service provided by public utilities in interstate commerce. The Federal
Power Act includes energy marketers and traditional vertically integrated electric
utilities in its definition of public utilities. The Commission must ensure that the
rates, terms and conditions of wholesale energy and transmission services are just,
reasonable, and not unduly discriminatory or preferential. FERC also is responsible
for reviewing proposed mergers, acquisitions and dispositions of jurisdictional facili-
ties by public utilities, and must approve such transactions if they are consistent
with the public interest. We also regulate the issuance of securities and the assump-
tion of liabilities by public utilities not regulated by States.

The Commission also has jurisdiction over sales for resale of natural gas and
transportation. However, FERC jurisdiction over sales for resale is limited to domes-
tic gas sold by pipelines, local distribution companies, and their affiliates, (including
energy marketers.) Consistent with Congressional intent, the Commission does not
prescribe prices for these sales.

Figure 3, in the Appendix, illustrates the distinction between physical and finan-
cial assets in the energy sector and highlights the market segments of several Enron
subsidiaries. It further identifies which subsidiaries and market segments fall under
FERC regulation.

A. Energy Marketers

Competitive trading of energy by “marketers” generally began about two decades
ago. Marketers do not usually own physical facilities, but take title to energy and
re-sell it at market-based rates. Natural gas marketing began with the deregulation
of the price of natural gas in 1978 and expanded with the Commission’s 1992 open
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access rule for natural gas pipelines, Order No. 636. In the decade since Order No.
636, natural gas marketing has developed into a large, robust activity with many
marketers. The Commission lacks jurisdiction over sales of natural gas by many gas
marketers. To maximize competition we have granted “blanket authorization” for
those marketers under FERC jurisdiction so they do not have to file for and obtain
individual approvals to sell gas at wholesale.

In the electric arena, wholesale power marketers began selling electric energy as
early as 1986. The Energy Policy Act of 1992, and the Commission’s 1996 open ac-
cess rule for electric transmission owners and operators, Order No. 888, further
spurred the development of competitive electric power trading.

The Commission regulates the following power marketers affiliated with Enron:
Enron Power Marketing Inc., Enron Sandhill Limited Partnership, Milford Power
Limited Partnership, Enron Energy Services, Inc., and Enron Marketing Energy
Corporation.

EnronOnlLine

Before its collapse, Enron was the largest marketer of natural gas and electric
power. Enron’s Internet-based trading system, EnronOnline, was until recently the
dominant Internet-based platform for both physical energy (electricity and natural
gas products) and energy derivatives. (Derivatives are financial instruments based
on the value of one or more underlying stocks, bonds, commodities, or other items.
Derivatives involve the trading of rights or obligations based on the underlying
product, but do not directly transfer property.) Although EnronOnline was the lead-
ing Internet-based trading platform for natural gas and electric power, it faced com-
petition from other Internet-based trading platforms, such as Dynegydirect and
Intercontinental Exchange (ICE).

Traditional exchanges, like the NYSE and the NYMEX, determine price by match-
ing the buy and sell orders of many traders in a many-to-many trading format. In
contrast, EnronOnline uses a one-to-many trading format, where an Enron affiliate
is always on one side of each energy transaction, either as a seller or a buyer. The
price of a commodity or derivative on EnronOnline is determined when a buyer or
a seller accepts an offer or bid price posted by an Enron trader. In the wake of
Enron’s downfall, the many-to-many platforms such as ICE have helped to fill the
void, and create a more robust market by reflecting the bid and offer values of myr-
iad different energy buyers and sellers.

Market-based Rate Authorization

To sell electricity at market-based rates, public utilities (including power market-
ers) must file an application with the Commission. The Commission grants author-
ization to sell power at market-based rates if the power marketer adequately dem-
onstrates that it and its affiliates lack or have mitigated market power in the rel-
evant markets. FERC conditions market-based rate authority on power marketers
submitting quarterly reports of their purchase and sales activities and complying
with certain restrictions for the protection of captive customers against affiliate
abuse. There are currently 1200 electric power marketers authorized to sell energy
at market-based rates.

The Commission generally grants waiver of certain regulations to power market-
ers which receive market-based rate authorization. For example, these marketers do
not need to submit cost-of-service filings because the rates they charge are market-
based. The Commission also exempts power marketers from its accounting require-
ments, because those requirements are designed to collect the information used in
setting cost-based rates. In addition, unless others object, FERC grants power mar-
keters’ requests for blanket approval for all future issuances of securities and as-
sumptions of liability.

Because the Commission’s reporting and accounting requirements are designed to
address a limited set of concerns, and apply only to the jurisdictional subsidiary at
issue, it is unlikely that requiring power marketers to comply with these require-
ments could prevent a future Enron-like failure. Nevertheless, in our current rule-
making proceeding on accounting rules, we have invited comments on whether the
current exemptions for power marketers from such requirements remain appro-
priate.

B. Electric Utilities

A few years ago Enron acquired Portland General Electric (PGE), a vertically-in-
tegrated utility subsidiary of Enron that handles electricity generation, purchase,
transmission, distribution and sale in eastern Oregon. PGE’s retail rates and prac-
tices are under the jurisdiction of the Oregon Public Utility Commission. PGE also
sells energy to wholesale customers in the western United States. FERC has grant-
ed market-based rate authorization to PGE for certain wholesale sales. Although the
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Commission waives some of its reporting requirements for power marketers, it re-
quires continued reporting from franchised electric utilities such as PGE, so we can
monitor whether its wholesale transactions are inappropriately favoring its affiliates
or harming its captive customers. Although Enron’s collapse has had tragic impacts
upon PGE’s employee retirement accounts, we have not yet seen any negative im-
pacts on PGE’s ability to meet its obligations to customers as a result of the Enron
bankruptcy. I should also observe that the sale of PGE to Northwest Natural, an-
nounced prior to Enron’s collapse, is pending before FERC and other regulatory bod-
ies.

C. Gas Pipeline Subsidiaries

The Commission has limited jurisdiction over sales for resale of natural gas in
interstate commerce. The Commission has jurisdiction to regulate only sales for re-
sale of domestic gas by pipelines, local distribution companies (LDCs), and their af-
filiates. Consistent with the Congressional goal of allowing competition in natural
gas markets, the Commission does not prescribe the prices for these sales.

The Commission has authority over the rates, terms and conditions for pipeline
transportation in interstate commerce of natural gas and oil. The Commission regu-
lates several natural gas pipeline affiliates of Enron, namely, Florida Gas Trans-
mission, Midwestern Gas Transmission, Northern Border Pipeline Company,
Transwestern Pipeline Company, and Northern Natural Gas Company.

D. Transactions and Activities Not Regulated by the Commission

The Federal Power Act does not give the Commission direct, explicit jurisdiction
over purely financial transactions, such as futures contracts for electricity or natural
gas. The Commission has asserted jurisdiction over such transactions only when
they result in physical delivery of the energy which is the subject of the financial
contract, or when such transactions or contracts affect or relate to jurisdictional
services or rates (e.g., financial contracts affecting firm rights to interstate trans-
mission capacity or the pricing of such capacity).! While Enron and its subsidiaries
engaged in many electricity futures contracts and other energy-related derivatives,
ilt does not appear that these transactions have played a significant role in Enron’s

emise.

IV. FERC INITIATIVES IN ENERGY MARKETS

In response to rapidly evolving energy markets, the Commission has implemented
a number of new initiatives to improve its market-monitoring abilities. The Commis-
sion’s new strategic plan, adopted September 26, 2001, encompasses three major
areas of activity in overseeing the energy industry:

¢ Infrastructure—working with others to anticipate the need for new generation
and transmission facilities, determining the rules for cost recovery of new en-
ergy infrastructure, encouraging the construction of new infrastructure, and li-
censing or certificating hydroelectric facilities and natural gas pipelines;

¢ Market rules—ensuring clear, fair market rules to govern wholesale competition
that benefits all participants, and assure non-discriminatory transmission ac-
cess in the electric and natural gas industries;

¢ Market oversight and investigation—understanding markets and remedying
market rule violations and abuse of market power.

This last, third strategic goal is new, and reflects the present Commission’s com-
mitment to ensuring that markets continue to work for customers. The strategic
plan is available on our website at www.ferc.gov.

To give substance to this third strategic goal, the Commission is creating a new
Office of Market Oversight and Investigation (MOI), which will concentrate the
Commission’s market-monitoring resources into one workgroup and enable the Com-
mission to better understand and track wholesale energy markets and risk manage-
ment by analyzing market data, measuring market performance, investigating com-
pliance violations, and, where necessary, pursuing enforcement actions. MOI’s work
will provide an early warning system to alert the Commission of potentially nega-
tive market developments and let us act more proactively to address any problems

1In 1996, the Commission addressed the issue of whether an electricity futures contract ap-
proved for trading by the CFTC would fall under its jurisdiction, pursuant to the FPA. New York
Mercantile Exchange, 74 FERC 161,311 (1996). The Commission found that the CFTC possessed
exclusive jurisdiction over the trading of such futures contracts, and that the Commission would
assert jurisdiction, pursuant to the FPA, only if the electricity futures contract goes to delivery,
the electric energy sold under the contract will be resold in interstate commerce, and the seller
is a public utility. Id. at 61,986.
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that may arise. We are currently taking applications for the Director of this Office,
who will report directly to me.

In mid-2001 the Commission created the Market Observation Resource Center
(MOR) to better observe market developments and to enable us to grasp quickly the
significance of changes in market conditions. MOR’s computer hardware, software
and subscription web services give us access to historical and real-time data about
energy markets.

The Commission has launched several other initiatives within the past year to en-
sure vigilant and fair oversight of the changing energy markets. In July 2001, the
Commission proposed in a rulemaking to amend the filing requirements for public
utilities. The proposal would require all generators, public utilities and power mar-
keters to file electronically with the Commission and post on the Internet an index
of customers with a summary of the contractual terms and conditions for market-
based power sales, cost-based power sales, and transmission service. These compa-
nies would also have to report transaction information for short-term and long-term
market-based power sales and cost-based power sales during the most recent cal-
endar quarter. This proposal will give the Commission and the public more complete
and accessible information on jurisdictional transactions.

In September 2001, the Commission proposed in a rulemaking to revise its restric-
tions on the relationships between regulated transmission providers (such as Port-
land General Electric) and their energy affiliates, broadening the definition of an af-
filiate to include newer types of affiliates, such as affiliated trading platforms (e.g.,
EnronOnline).

Also, in September 2001, the Commission staff began a comprehensive review of
the information the Commission needs to carry out its statutory obligations in the
current and evolving markets in electricity and natural gas. Presently, much of the
information we require relates to the historic rate-setting functions of the agency.
The review so far indicates that some of this may no longer be necessary, while
other information is now more essential to provide transparency in a competitive
marketplace.

In December 2001, the Commission proposed in a rulemaking to update the ac-
counting and reporting requirements for jurisdictional public utilities, natural gas
companies and oil pipelines. FERC proposes to establish uniform accounting re-
quirements and related accounts for the recognition of changes in the fair value of
certain security investments, items of other comprehensive incomes, derivative in-
struments, and hedging activities. The proposal is aimed at improving the visibility,
completeness and consistency of accounting and reporting changes for these items.
It invites comments on whether entities that are currently exempted from these ac-
counting and reporting requirements, such as power marketers, should be subject
to these proposed regulations.

While I have an open mind on whether the Commission should continue to ex-
empt power marketers from its accounting requirements, our accounting require-
ments are not aimed at the kind of activities allegedly undertaken by Enron. Based
on our historical responsibilities, FERC’s accounting requirements are focused on
providing useful and accurate information for determining cost-based rates. Cost-
based ratemaking encourages utilities to maximize their claimed costs and minimize
their expected revenues, to justify the highest possible rates. The Commission’s ac-
counting rules and auditing are designed to ensure that utilities with cost-based
rates do not overstate costs or understate revenues. On January 22, 2001, the Secu-
rities and Exchange Commission proposed additional accounting-related disclosures
from a broad universe of companies, including those exempt from FERC’s reporting
requirements. Adoption of that proposal could eliminate the need for the FERC to
alter its reporting requirements in this regard.

V. ADDITIONAL STATUTORY AUTHORITY

Before we can understand how to prevent another Enron-like collapse, we must
first understand what internal actions and external events caused Enron to fail.
That effort is now underway by this Committee and elsewhere. Then we must ask
whether those actions and events can and should be prevented in the future.

Whether the Commission needs any additional statutory authority d